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August 16, 1994 

Mr. Chairman: 

I will be referring to 3 pages of charts distributed this 
morning. 

There are four issues which continue to be pivotal in the 

market's assessment of the dollar's prospects. 

First, the Administration's exchange-rate policy and whether 
the recent expressions of support for a "stronger dollar" 
will continue; 

Second, short-term interest rate differentials with the 
German mark and whether the direction of change will 
continue to be in the dollar's favor or whether and when it 
might reverse; 

Third, the U.S. trade deficit with Japan and whether and 
when it might begin to improve; 

And fourth, investment flows into dollar assets and whether 
and when dollar-denominated securities could become MORE 
attractive to investors on an unhedged basis. 

Over the period since your last meeting, market perceptions 

of the likely answers to each of these questions have, on 

occasion, given support to the dollar as it moved up from its 

lows. On other occasions, market perceptions of the same issues 

have weighed on the dollar. Thus, despite the relative stability 

of the dollar during the period, market perceptions of the issues 

of most importance to the dollar's prospects have not been 

particularly stable. 
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Following the G-7 summit in Naples, on Monday July 11th the 

dollar dropped to intra-day lows below 1.52 marks and 97 yen, as 

market participants perceived the Clinton Administration to be 

sending mixed signals and the G-7 to be indifferent to the fate 

of the dollar. The rush of dollar-mark selling which brought the 

dollar to these lows represented the final working off of long 

dollar-mark positions, established earlier in the year, as well 

as the creation of significant short positions. 

Although it was recognized that the dollar was oversold at 

these levels, particularly against the mark, the dollar bounced 

back sharply only after stronger official statements in support 

of the dollar, as you can see on Chart 1. On July ZOth, the 

Chairman articulated the implications of the dollar's weakness 

with more force than the market had expected and, on July Zlst, 

Under Secretary Summers strongly reiterated the Administration's 

commitment to a stronger dollar. 

On the same day as Summers' testimony, the Bundesbank 

Council announced that weekly repurchase operations would be held 

at a fixed-rate of 4.65 percent until their meeting on August 

18th. The Bundesbank's action -- combined with the Chairman's 

Humphrey-Hawkins statement that the need for further monetary 

tightening remained an "open question" -- effectively established 

a 30-day period in which the short-term, dollar-mark differential 

was only at risk of moving in the dollar's direction. As a 
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result, despite increasing signs of improvements in the German 

economy, over the following weeks dollar-mark traded in a range. 

The dollar traded cautiously u against the yen in July and 

early August. Signs of improvement in the Japanese economy 

renewed the hope that imports would pick up and reduce the trade 

surplus. At the same time, the yen appeared to weaken against 

the mark and the Swiss franc, raising the question of whether the 

three-year trend of an appreciating yen might be coming to an 

end. In this setting, dollar-yen quickly shook off the.impact of 

the Administration's July 31st announcement of the 60-day waiting 

period prior to the imposition of sanctions on Japan for 

procurement practices. 

The dollar was also supported against the yen by indications 

that foreign investors were modestly pulling back from the 

Japanese equity market as well as by the relative stability of 

the U.S. government bond market -- relative both to the previous 

two quarters and to the sell-off in Japanese government bonds. 

As you can see on Chart 2, on a total return basis, G-S bond 

markets (with the notable exception of Japan) were up from the 

start of the quarter. On a number of days during the period, the 

dollar traded with the U.S. long-bond, on the perception that the 

bond's performance is a proxy leading indicator of foreign 

appetite for dollar assets. 



-4- 

Last week, however, the dollar (and European bonds) dropped 

sharply on the perceived risk that European interest rates would 

be rising sooner rather than later. 

Although German and other European bond yields had been 

gently backing up from late July on the stronger economic data, 

the impression remained that the Bundesbank would continue to 

ease money market rates. and might even reduce official rates 

again after the October Federal election. Then last Thursday, 

the central banks of Sweden and Italy raised rates each.in 

response to domestic circumstances. But instead of focusing on 

these countries' particularly weak political and fiscal 

conditions, market participants viewed the rate actions as 

anticipating that the stronger economic data would prevent the 

Bundesbank from any further easing and that, therefore, European 

rates had already bottomed. In this view, the relative weakness 

of Sweden and Italy forced them to get ahead of the Bundesbank. 

Thus, the rate hikes caused European bond yields to jump and 

immediate mark strength particularly against the dollar but also 

within Europe. Looking forward, I don't think anyone expects the 

Bundesbank to lower official rates on Thursday. The harder 

question -- both for the market and the Bundesbank -- is whether 

they will revert from a fixed-rate to a variable-rate RP tender 

and, if they do, whether rates would move down or up. 
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Also, at the end of last week, dollar-yen came off with 

dollar-mark, and then subsequently showed little immediate 

reaction to the news that Japan's bilateral trade surplus with 

the U.S. had continued to rise in July in dollar terms, both on a 

month-on-month and on a year-on-year basis. [$5.63 vs. $4.69y & 

$4.74ml 

In sum, 

The overall market perception of U.S. exchange rate policy 
improved over the period, but this is likely to be tested in 
the run-up to the September 30th trade-talks deadline; 

Expectations that changes in the differential with the mark 
would support the dollar came unglued at the end of the 
period; 

Hopes that the trade account with Japan would improve with 
the pickup in the Japanese economy were disappointed in the 
short run but remain a modestly, dollar-supportive factor; 
and finally, 

The prospect for dollar-assets to become more attractive 
continues only to tantalize foreign exchange market 
participants. 

Mr. Chairman, since the Committee's last meeting, the 

Mexican peso has strengthened slightly off of the limit of its 

crawling peg to the dollar, as you can see on the third page of 

charts. The relative stability of major bond markets in July, 

better-than-expected earnings by Mexican companies, and the 

improved standing of P.R.I.-candidate Zedillo in the polls, led 

to a-rally,in the Mexican stock market and caused some investors 

to reconsider whether the markets had not -estimated the 



prospects for a P.R.I. victory in this Sunday's presidential 

election. This reduced the pressure on the peso and permitted 

the Bank of Mexico to bring down interest rates somewhat. 

I think the markets are discounting an election outcome 

which includes (i) a Zedillo presidency, (ii) some risk of a 

coalition-cabinet of the P.R.I. with the other main centrist 

party, the P.A.N., and (iii) the likelihood that, no matter what 

happens, the results will be contested by the main leftist party, 

the P.R.D. Such a result would imply a substantial continuity of 

economic policies, still leaving open the possibility of an 

adjustment in the exchange rate as part of the renegotiation of 

the PACTO, among the government, business and labor in the 

autumn. An outright P.R.I. defeat, however, or a P.R.I. 

presidential victory seriously contested by parties or 

institutions other than the P.R.D., would be likely to surprise 

and disturb the markets. 

Mr. Chairman we had no operations during the period. 

I would be happy to answer questions about my report. 
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